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Preface 


In this paper, | am setting out tax proposals that would remove some of the 
distortions created by inflation. These proposals are designed to provide fora 
more appropriate taxation of interest income and capital gains from selected 
investments by individuals. They would also ease the cost of financing for new 
home buyers and small businesses, farmers and fishermen and increase the 
attractiveness of equity investments by individual Canadians. The government is 
committed to reducing inflation, which is essential to ensure a durable economic 
recovery. The measures proposed in this paper could assist the transition to 
lower inflation rates through reducing some of the adverse effects of inflation on 
the allocation of savings. 


In my paper of April 1982 on the budget process, | indicated the desirability of 
issuing discussion papers on important tax issues and proposals. This document 
is the first of these papers. The issues it raises are of concern to all Canadians 
and as such should be discussed broadly. 


To ensure that the implications of the issues raised in this paper are fully 
explored, | am establishing an ad hoc committee of prominent individuals from 
the financial, accounting and economic communities. The role of the committee 
will be to advise me on the practicality of these proposals and the most effective 
means of implementing them at an early date. The committee will be asked to 
report to me no later than September 30, 1982. | invite comments on the 
proposals by all Canadians. These should be sent no later than August 31, 
1982. | have also asked my officials to review the proposals with provincial 
governments whose revenues would be directly affected by them. 


| recognize that the publication of the proposals in this paper might create 
uncertainty for those Canadians who are considering purchases of a home and 
for small businesses and farmers and fishermen making new investments in 
depreciable property, pending the report of the ad hoc committee and 
government decisions on future measures. In order that this does not cause 
them to delay these purchases, any legislative provision limiting qualifying 
property by an effective date will include purchases made after the date of 
issuance of this paper. 


Wan Fiona 


The Honourable Allan J. MacEachen, 
Deputy Prime Minister and 
Minister of Finance. 
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1. 


Introduction 


It has been widely recognized that inflation, when coupled with the use of the 
conventional accounting concepts based on historical cost, distorts the meas- 
urement of income from capital. This, in turn, causes distortions in market deci- 
sions of investors and leads to an inappropriate allocation of tax liabilities 
among individuals and businesses. On the financial side, inflation-induced 
increases in interest rates can lead to cash-flow problems for borrowers and can 
hamper the proper functioning of the capital markets. These problems have 
become particularly acute for home buyers and for many businesses, contribut- 
ing to the depth of the current recession in a number of industries. At the same 
time, the tax treatment of investment income has left many investors facing 
negative real after-tax rates of return on their savings in spite of higher interest 
rates. These effects, together with possible changes to tax rules and financial 
instruments to lessen them, are the subject of this paper. 


Concern about the effects of inflation on taxation is not new, nor is it confined to 
Canada. Internationally, this has been evident in the appointment of several 
major government commissions in other countries to assess accounting systems 
aimed at more accurately reflecting the real economic position of firms, and also 
in the range of ad hoc policies which have been adopted to deal with various 
elements of the problem. In Canada, many representations have been made to 
the government on specific aspects of the issue. The Canadian Institute of Char- 
tered Accountants has presented useful discussion papers on possible 
approaches for dealing with inflation in financial statements. The discussion 
paper on capital gains entitled ‘‘A Review of the Taxation of Capital Gains in 
Canada’’, issued by the Minister of Finance in November 1980, also dealt with 
the issue in some detail. In the area of tax policy, while there has been no major 
change comparable to the indexation of personal income tax exemptions and 
tax-bracket limits, recognition of the issue has played a role in the adoption of 
such measures as the $1,000 deduction for investment income of individuals, 
the two-year write-off for manufacturing and processing equipment, the 3-per- 
cent inventory allowance, and the investment tax credit. 


The most direct response to the distortions in reported business and investment 
income that arise from inflation would be to develop new accounting systems 
that explicitly adjust for the effects of price changes. This comprehensive 
approach, however, requires fundamental changes in accounting practices and 
raises many difficult conceptual and technical problems, the resolution of which 
would require lengthy study by interested parties. It is not feasible at the present 
time. In the meantime, even with a decline in inflation rates, inflation continues to 
have serious effects upon the financial position of individuals and businesses 
and upon the efficient allocation of resources. Given the difficulty of introducing 
a comprehensive set of adjustments at this time, this paper discusses a limited 


set of modifications to the income tax system which deal with some of the taxa- 
tion problems induced by inflation and which could be integrated in the future 
with more comprehensive adjustments if and when feasible. 


These tax changes would be consistent with the government’s overall program 
of reducing inflation. Indeed, they could moderate some of the costs of reducing 
inflation. Inflation-induced distortions in investment choices would be reduced, 
thus encouraging a more efficient allocation of savings. Any resultant increases 
in productivity would assist in combatting inflation through reducing costs. 


2. Tax Increases Caused by Inflation 


Inflation may distort the determination of income tax liabilities in the following 
three ways: 


e tax bracket effect; 
e incorrect measurement of investment income; and 
e incorrect measurement of business income. 


These are discussed in turn below. 


Tax Bracket Effect 


Without some indexing adjustment, increases in nominal personal income that 
merely keep pace with inflation can be taxed at successively higher marginal tax 
rates. Individuals calculate their taxable income by deducting certain exemp- 
tions and allowances from income. Because of the statutory dollar limits placed 
upon them, the total of these deductions stays constant in nominal dollars, in 
the absence of indexing adjustments. This causes taxable income to grow at a 
faster rate than actual income. Because the tax bracket limits are also specified 
in nominal dollars, the increase in taxable income resulting from inflation pushes 
individuals into higher rate brackets and thus causes the effective rates of tax on 
their real income to increase. In terms of the impact on aggregate revenues, this 
is by far the most significant of the potential effects of inflation on income tax 
liabilities. 


To correct this problem, the Government of Canada adopted in 1973 a system 
whereby both personal exemptions and the tax bracket limits are adjusted 
annually to reflect increases in the consumer price index. This indexation mech- 
anism ensures that a person whose income just keeps pace with inflation from 
one year to the next is not pushed into a higher tax bracket. Such an individual’s 
tax liability remains an unchanged proportion of his income, so that his real tax 
liability and effective tax rate are unchanged. 


The current indexing system has protected Canadians from large tax increases 
that would otherwise have occurred. It operates well for income from wages and 
salaries, pensions, social security receipts, and other transfer payments. How- 
ever, it falls short of ensuring that individuals with interest income, capital gains, 
or business income are taxed only on their real income. The problem is that, just 
to keep pace with inflation, income from these sources as conventionally mea- 
sured has to increase by more than the rate of inflation. These problems are dis- 
cussed further below. 


incorrect Measurement of Investment Income 


During an inflationary period, part of the nominal return to an investor is com- 
pensation for the decline in the real purchasing power of the money which he 
has invested.) The investor makes a real profit on an investment only if the total 
return exceeds this compensation for inflation. However, for tax purposes, any 
return to the investor in excess of the original or historical cost of the investment 
is currently counted as income and made subject to income tax. This measure 
of income does not make any allowance for the loss in real value of capital over 
time attributable to inflation, and thus results in an overstatement of true eco- 
nomic income. This mismeasurement occurs in the reporting of interest income 
and of capital gains on shares, real estate, and other property. An example of 
this effect for interest income will illustrate the problem. 


Consider an individual investor with savings of $1,000 which are deposited with 
a financial institution. If there were no inflation, interest might be paid to the 
investor at the rate of, say, 2 per cent — $20 of interest each year — all of 
which is a real return. If inflation were, say, 5 per cent, he or she would need $50 
of interest just to maintain the real value of the savings. This amount, plus the 
real rate of return of 2 per cent, would result in a nominal interest rate of 7.1 per 
cent.2) At this rate, the investor would be left in the same position before tax as 
if there were no inflation and a 2-per-cent interest rate. However, under the cur- 
rent tax rules, the full 7. 1-per-cent nominal interest is taxable so that, after tax, 
he or she is worse off. The rea/ after-tax return is negative in most tax brackets. 
For example, if the investor is in a 35-per-cent tax bracket (which approximates 
the average marginal federal and provincial tax rate applicable to taxable 
individuals receiving interest income), the taxes payable on the $71 of nominal 
interest represent some 120 per cent of the real before-tax interest income. As a 
result, his or her after-tax real rate of return on the deposit is negative. This is 
shown in the second column of Table 1. 


At a higher rate of inflation, the taxation of nominal interest income has more 
severe consequences. At an inflation rate of 10 per cent, the investor would 
need to obtain a nominal interest rate of 12.2 per cent to remain in the same 
before-tax position. This case is illustrated by the third column of Table 1. With 
all of the nominal interest being taxed, the taxes payable are about double the 
real before-tax interest income. In this case, also, the after-tax real rate of return 
is negative and the investor loses 1.9 per cent of his or her savings each year 
even before spending anything on consumption. 


(Throughout this paper, the discussion recognizes that in a period of rising prices the interest return on invest- 
ments comprises two parts: the ‘“‘real’’ interest that would be paid in the absence of inflation, and the infla- 
tion component of interest that represents, in effect, a compensation for the decline in the real purchasing 
power of the money invested. The inflation component of an interest payment amounts to a repayment 
equal to this decline in the real value of a loan. 


2)To fully compensate the investor for inflation, the rate of interest would increase by slightly more than the 
rate of inflation. This compensates the investor not only for the decline in the real value of the principal but 
also for the decline in the real value of the interest that he was previously receiving. 


Table 1 


Effects of Inflation on Tax on Interest Income 


Inflation of Inflation of 
No inflation 5% ayear 10% a year 
(1) (2) (3) (4) 
Savings deposit $1,000 $1,000 $1,000 $1,000 
Interest rate 2% Teale 1232 % 17.6% 
Nominal interest 
income $20 $7 1 ree $176 
Tax at 35 per cent $7 $25 $43 $62 
After-tax nominal 
income $13 $46 $79 $114 
Less amount needed to 
maintain the real 
value of savings — $50 $100 $100 
After-tax real return: 
In current dollars $13 C4 G21 $14 
In constant dollars $13 $=4 $—19 $13 
As per cent of 
deposit Owe =04% —1.9% 1:3 % 


Note: The example does not take into account the $1,000 investment income deduction applicable to income 
from interest, dividends, and capital gains. 


The fourth column of the table shows that in this example and with a 10-per- 
cent inflation rate, the nominal interest rate would have to rise to 17.6 per cent 
before the average recipient of interest income would be in the same real after- 
tax position as with no inflation and a 2-per-cent interest rate. This is despite the 
fact that, if the investor were in a zero tax bracket, or if tax applied only to the 
real return, only a 12.2-per-cent interest rate would be required to leave him or 
her as well off. The extra 5.4 percentage points is the result of tax applying to 
the inflation component of interest. 


Savers are affected to the extent that interest rates do not rise sufficiently to 
compensate the average recipient of interest income for the tax now levied on 
the inflation component of interest. In most recent years, individuals who save 
for retirement outside the vehicle of a registered pension plan (RPP) or a regis- 
tered retirement savings plan (RRSP) have frequently experienced a negative 
after-tax real return on their savings. 


For other forms of investments, the principal way in which inflation results in 
over-taxation of income is through its effect on the taxation of capital gains. 


Capital gains are overstated as a result of inflation, causing increases in the 
effective rate of tax on the real component of capital gains. For example, a com- 
mon share of a large public corporation may, over a number of years, have a 
real appreciation of, say, 3 per cent per year. In a year when inflation was 5 per 
cent the value of the share might rise from $100 to $108. Only $3 of this 
increase would be real appreciation; the remaining $5 would be compensation 
for the decline in the real value of the $100 originally invested. However, under 
current tax law, one-half of the total nominal gain is taxable. Even after allowing 
for the benefits of taxing only half of realized capital gains and on a deferred 
basis, this inflation-induced overstatement of taxable gains can result in an 
increase in effective tax rates on real capital gains. This is illustrated in the 
second column of Table 2 for an investor in the 45-per-cent tax bracket, 
approximating the combined federal and provincial average marginal tax rate 
applicable to taxable capital gains (i.e. one-half of total capital gains) received 
by taxable individuals. At an inflation rate of 5 per cent, the after-tax real rate of 
return is reduced from 2.3 per cent to 1.3 per cent. In other words, the effective 
rate of tax on real capital gains is increased from 22.5 per cent to 57 per cent. 


As with interest income, effective tax rates on real capital gains are increased 
when the rate of inflation goes up. The effect of a 10-per-cent inflation rate is 

illustrated in the third column of Table 2. At this inflation rate, the effective tax 
rate on real capital gains increases to 90 per cent. 


The current tax system does contain certain offsetting measures that mitigate to 
some extent the effects noted above. First, individuals are exempt from tax on 
the first $1,000 of income from interest, dividends and taxable capital gains. At 
current inflation rates, this exemption provides protection from adverse taxation 
of the inflation component of interest on up to $8,000 to $10,000 of savings for 
single taxpayers and potentially $16,000 to $20,000 of savings for married cou- 
ples. In the aggregate, this provision exempts from tax approximately 30 per 
cent of all interest and dividend income (net of carrying charges) received by 
individuals from Canadian securities. 


Second, savings in registered retirement savings plans and registered pension 
plans are also not affected. They are protected because the contributions to 
these plans are deductible, and tax is deferred until the savings are later 
received as pension income which benefits fully from the indexing of the tax 
brackets and personal exemptions. 


Third, savings in the form of equity in a principal residence are also exempt 
from tax. 


Fourth, as noted above, the exemption of one-half of capital gains from tax and 
the deferral of tax until the gain is realized compensates at least in part for the 


‘Capital gains are taxed on a deferred basis because the tax is not assessed until the gain is realized, rather 
than as it accrues year by year. The deferral is, in effect, an interest-free loan to the investor of the tax that 
would be payable if capital gains were taxed as they accrue. 


Table 2 


Effects of Inflation on Tax on Capital Gain 


Inflation of Inflation of 
No inflation 5% ayear 10% ayear 


Beginning value of shares $10,000 $10,000 $10,000 
Nominal rate of appreciation 3% 8.15% 13.3% 
Nominal capital gain $300 $815 $1,330 
Taxable capital gain $150 408 $665 
Tax at 45% $68 $184 $299 
After-tax nominal income $232 $631 $1,031 


Less amount needed to maintain 
real value of investment — $500 $1,000 


After-tax real return: 


In current dollars $232 $131 $31 
In constant dollars $232 $125 $28 
As per cent of investment 2.3% 1.3% 0.3% 


Note: The example assumes that the capital gain is realized at the end of the year in which it is accrued, and 
does not take into account the $1,000 investment income deduction. 


lack of an explicit inflation adjustment in the measurement of nominal gains. The 
magnitude of this offset depends upon a number of factors such as the period 
over which the tax is deferred, the amount of rea/ appreciation in asset values 
relative to the rate of inflation, and the extent to which the asset is financed by 
borrowed funds. As discussed in the 1980 paper on capital gains, the current 
provisions fully offset the adverse tax effects noted above for inflation rates 
below 5 per cent in respect of those assets that are not debt-financed, that 
appreciate in real terms at the rate of 3.5 per cent per annum, and that are held 
for five to six years. If the assets are partly debt financed, then the offset is 
larger. 


In spite of these offsets, it is recognized that the current tax rules adversely 
affect a large number of Canadian investors. Even where the offsets result in tax 
which on average is the same as would be payable under an inflation-adjusted 
system, it is likely that on each incremental dollar of investment income taxpay- 
ers face an inappropriately high tax rate. To remove distortions in the efficient 
allocation of resources it is necessary to ensure that the tax applies to only the 
real portion of each incremental dollar of investment return. 


The lack of an explicit inflation adjustment of investment income induces inves- 
tors to look for alternative tax shelter opportunities which may yield less return 
than fully-taxable investments on a pre-tax basis, but more on an after-tax 
basis. While they may thus succeed in eliminating all or part of the adverse tax 


consequences to themselves, the economy suffers to the extent that the tax- 
sheltered investments are not as productive as other investments. Thus from the 
perspective of economic efficiency, the ad hoc offsets provided in the legislation 
are not effective substitutes for corrective adjustments in the measurement of 
income. 


Incorrect Measurement of Business Income 


The measurement of business income of both corporations and unincorporated 
firms is also distorted by inflation. Although measurement of all of the entries in 
the financial statements and tax returns of a business is to some extent affected 
by inflation, the most serious distortions in reported profits arise with respect to 
three items: depreciable assets, inventories, and debt. Use of the historical cost 
of capital properties for calculating capital cost allowances can result in an 
understatement of these allowances, compared to what is generally referred to 
as economic depreciation. Similarly, the valuation of inventories on the basis of 
their acquisition cost rather than their replacement cost results in an understate- 
ment of real costs and thus an overstatement of income. The distortion in the 
case of debt moves in the opposite direction. A deduction of the full amount of 
interest payments on borrowed funds results in an understatement of income. 
Under an inflation-adjusted system only the real portion of interest costs would 
be deductible in calculating income; that portion which represents a compensa- 
tion to the lender for the decline in the real purchasing power of the borrowed 
funds would not be deductible as an expense because it represents a repay- 
ment of capital. This debt adjustment for the borrower is the mirror image of the 
adjustment that should be allowed for the lender. 


As in the case of investment income, the government has in the past made ad 
hoc adjustments to the tax system which partially offset the effects noted 
above. These include the two-year write-off for machinery and equipment in the 
manufacturing and processing industries, the investment tax credit for a range 
of capital acquisitions, and the 3-per-cent inventory allowance. In addition, the 
basic rates of capital cost allowances generally exceed the rates at which the 
assets actually depreciate. 


Although these ad hoc adjustments serve to reduce the adverse impact of infla- 
tion on the aggregate tax liabilities of businesses, they do not correct the result- 
ing distortions across different industries or among individual firms in a given 
industry. Simulations for typical firms show that even at moderate rates of infla- 
tion of 4 to 5 per cent, these distortions can be quite significant. At the current 
rates of inflation, the distortions are accentuated. 


3. Other Effects of Inflation on Access to Financing 


The distorting effects of inflation on the taxation of business and investment 
income lead to inefficiencies in the allocation of scarce economic resources. The 
increases in effective rates of tax on such income can also adversely affect the 
overall savings and investment in the economy. Inflation, of course, affects the 
economy in many other direct ways. The ones of direct relevance to this paper 
relate to the functioning of the financial markets. Specifically, inflation causes 
cash flow problems for businesses and other borrowers and adds to uncertainty 
for lenders and investors. 


Cash-Flow Effects 


Cash-flow effects arise not from the tax system but from conventional debt 
arrangements that often require repayments in equal nominal dollar amounts 
over the life of the loan, or over some fixed period such as three or five years. 
Inflation causes a “‘tilt’’ in the pattern of loan repayments when expressed in real 
terms or constant dollars. In real terms the repayments are larger in initial years 
and smaller in later years. 


The tilt problem is illustrated in Table 3. Example | in the table indicates that, if 
there were no inflation, a person who borrowed $50,000 at a 2-per-cent real 
interest rate would pay $1,000 a year for three years. Assuming, for illustrative 
simplicity, that none of the principal was paid off over those years, the borrower 
would still owe $50,000 at the end of the third year. With 5-per-cent inflation, 
nominal interest rates rise to, say, 7.1 per cent and yearly payments triple. With 
10-per-cent inflation, nominal interest rates would jump to, say, 12.2 per cent 
and the payments by the borrower would rise to $6, 100 per annum, an increase 
of over 500 per cent. However, over the three-year period the rea/ magnitude of 
his payments steadily declines, as does the rea/ value of the loan balance out- 
standing. Three years of 5-per-cent inflation reduces the purchasing power of 
the loan principal by 14 per cent; at 10-per-cent inflation, the real principal out- 
standing is reduced by one-quarter. 


This pattern is in contrast to what would occur with indebtedness where the loan 
value was explicitly tied to the rate of inflation. Such an indexed loan could be 
structured so that the borrower would pay interest of as little as the ‘‘real’’ inter- 
est cost of money, while part or all of the inflation component of interest is 
added to the nominal value of the debt rather than being paid in interest instal- 
ments to the lender. Under the simplest version of such borrowing arrange- 
ments, the payments in nominal dollars would start at a lower level but would 
increase each year in line with inflation, as would the nominal amount of out- 


Table 3 


Illustration of Cash Flow Effects on Borrowers under 
Conventional and Indexed‘') $50,000 Loans 


ee ee —————— 


Payments on Loan 


Years Amount of loan 
outstanding at 
1 2 3 end of year 3 


(dollars) 
Example I: 
No inflation; 
Interest at 2%; 
Conventional loan 


Nominal and real values 1,000 1,000 1,000 50,000 


Example Il: 


Inflation at 5%; 
Interest at 7.1%; 
Conventional loan 


Nominal values 3/550 3,550 SrooU 50,000 
Values in real terms eeclon| 3,220 J0Ge 43,192 


Example Ill: 


Inflation at 10%; 
Interest at 12.2%; 
Conventional loan 


Nominal values 6,100 6, 100 6,100 50,000 
Values in real terms Sido 5,041 4,583 37,566 


Example IV: 


Inflation at 10%; 
Real interest at 2%; 
indexed loan 


Nominal values 1,100 1,210 ao | 66,550 
Values in real terms 1,000 1,000 1,000 50,000 


Example V: 


Inflation at 10%; 

Real interest at 2%; 
Indexed loan with one- 
half of added principal 
paid off each year 


Nominal values 3,600 3,780 3,969 57,881 
Values in real terms Selo Sole, 2,982 43,487 


(The indexed loan is one in which the nominal amount of loan balance outstanding is increased each year by 
the inflation rate, while the annual interest rate is specified as a fixed real rate. Example IV assumes that the 
borrower does not pay off any of the increased principal over the three-year period; in Example V he pays 
off each year half of the annual increase. 


Standing principal. However, the real value of the loan payments would be the 
Same as in the no-inflation case. This is illustrated in Example IV of Table 3. If 
the borrower’s income were rising as fast as inflation, the cash flow require- 
ments of the loan would be no more stringent than they would be in the non- 
inflationary situation with a 2-per-cent interest rate. Example V of the table 
shows the same loan but with the borrower paying one-half of the inflation- 
based increase in nominal principal each year. Again, the cash flow costs in 
early years would be less than under a conventional loan. 


There are of course many ways in which an indexed loan might be structured. 
The purpose of the comparisons shown in Table 3 is simply to emphasize that 
monthly cash payments relative to outstanding loan principal fluctuate widely in 
response to changes in the rate of inflation, and that such fluctuations can 
cause cash flow problems for borrowers under conventional loan arrangements. 


The cash-flow effects described above have contributed to difficulties being 
experienced by firms in the current recession. The problem occurs most sharply 
in situations where businesses borrow funds at a floating interest rate which 
subsequently rises due to an unanticipated increase in inflation. While inflation 
also reduces the real value of the debt outstanding, the difficulty is that, under 
most conventional loan contracts, the borrowers are required to increase their 
cash payments to lenders immediately by the full amount of the increase in 
interest rates. The inflation-induced increase in interest rates represents in 
essence a compensation to the lender for the decline in the value of the princi- 
pal. The requirement that this compensation be paid immediately is equivalent 
to requiring a faster repayment of the loan in real terms, as illustrated in Exam- 
ples Il and Ill of Table 3. 


Effect on Housing Industry 


Inflation-related increases in interest rates have had a particularly serious impact 
upon the housing construction industry because of the tilt problem inherent in 
the design of conventional homeowner mortgages. The rate of inflation has risen 
from 5-6 per cent in the early 1970s to 10-12 per cent in recent years. Mortgage 
interest rates have risen from 9-10 per cent to around 19 per cent, causing 
monthly blended payments of interest and principal on a mortgage amortized 
over 25 years to rise by 80 to 90 per cent. This has occurred because conven- 
tional homeowner mortgages are designed to have a blended payment of inter- 
est and principal that is constant in nominal dollars over the amortization period 
of the mortgage. This results in a rapid decline in the real value of monthly pay- 
ments over time. In effect, the level of monthly payments is higher than is desir- 
able in the initial years and lower in the later years. 


The increase in initial carrying costs resulting from the continued use of conven- 
tional mortgage loans in a period of high inflation is obviously not the only factor 
underlying the recent sharp decline in housing starts. The real rate of interest 
has also risen in response to restrictive monetary policy. Increased unpredicta- 
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bility of interest costs and monthly payments, along with increased uncertainty 
about future incomes resulting from the recession, has reduced the willingness 
of households to commit themselves to new home purchases. Nevertheless, the 
increase in monthly payments attributable to higher inflation Is a major factor in 
depressing the market for new housing. 


Interest Rate Uncertainty 


The fact that future inflation rates are not easily predicted has also had impor- 
tant effects upon the capital markets. A lender or borrower may commit himself 
to a loan ata fixed rate of interest for five years if he has a reasonably firm view 
of what inflation will be over the period of the loan. However, it is unlikely that 
either would agree to such a loan if there is substantial uncertainty about what 
the inflation rate will be. If the actual rate of inflation differs from the expected 
rate, either the borrower or the lender will gain at the expense of the cther. If 
inflation turns out to be higher, the borrower will gain at the expense of the 
lender, since the borrower will then be paying off the loan in dollars that have 
less value than was expected when the loan was made. If inflation turns out be 
lower than expected, then the lender will gain at the borrower’s expense. This 
risk for the borrower is especially relevant currently, given the government's 
commitment to reduce inflation. Uncertainty about inflation makes long-term 
loan contracts less attractive to both borrowers and lenders. This effect is cur- 
rently seen in the shortening of the term of fixed-rate mortgages and other loans 
and by the increased use of floating rate term loans. The increase in the propor- 
tion of term deposits held in maturities of under one year reflects a similar reluc- 
tance for long-term commitments by lenders. 


The virtual disappearance of a market in new long-term fixed-rate private debt 
contracts is a natural response to the increased risks for both borrowers and 
lenders which arise from heightened uncertainty regarding future interest rates. 
The lack of availability of long-term fixed-rate loans increases borrowers’ expo- 
sure to other risks, notably the risk of changes from time to time in the level of 
real interest rates. 


lf borrowers and lenders could arrange indexed loans on which the real rate of 
interest were fixed, the riskiness of longer-term financing would be reduced, 
making it easier to finance business investment. In addition, as inflation falls, 
borrowers would automatically benefit without having to wait for nominal inter- 
est rates to fall. 


The effects of increased exposure to fluctuations in short-term interest rates are 
manifest in many areas of the economy. Lacking a long-term fixed-rate mort- 
gage, homeowners who bought their homes at one interest rate have to reduce 
their consumption expenditures to adapt to any sudden rise in interest rates. 
Prospective home buyers postpone the purchase of a first home to avoid this 
uncertainty. Uncertainty about future inflation and interest rates is also of con- 
siderable concern to older Canadians who depend upon investment income for 
their retirement needs and are unable to plan properly for it in current condi- 
tions. 


4. Possible Solutions 


There are different approaches that may be followed in trying to find solutions to 
the inflation-induced tax distortions and other problems identified above. These 
include changing the tax system to correct the mismeasurement of income from 
capital investments and encouraging savers and borrowers to use new financing 
instruments, such as indexed loans, that reduce the risks caused by inflation. 
Both approaches would require significant innovation in the tax system and in 
the financial markets. Issues that have to be addressed in evaluating the alterna- 
tives are discussed in the following sections. 


One concern that arises in considering corrections in the tax system for inflation 
is that, to some observers, this might appear to represent a retreat from the gov- 
ernment’s strong commitment to fight inflation. The government has consist- 
ently maintained its strong emphasis on the need for a reduction in inflation as a 
prerequisite for economic recovery. The government believes that a return to 
sustained growth and reduced unemployment can only be accomplished by a 
continuing strategy of inflation reduction. Correcting the tax system to reflect 
inflation is fully consistent with the government’s anti-inflation policies. Indexa- 
tion can be an important factor in easing the transition from a high inflation envi- 
ronment to lower inflation rates and hence lower interest rates. 


Comprehensive Corrections for Inflation 


Once it is recognized that inflation causes distortions in the measurement of 
income, it is natural to consider what modifications may be needed to bring the 
measurement of taxable income closer in line with true economic income. Con- 
siderable research effort has already been devoted to this matter by the 
accounting and economics professions. While several issues still need to be 
resolved, a consensus is now developing, at least at the conceptual level, on the 
most important modifications needed to remove the effects of inflation. Compre- 
hensive adjustments to the calculation of income for tax purposes would include 
correction for both business and investment income. 


The comprehensive correction of income from investments for tax purposes 
would have three components: 


1. Restatement of interest income so as to exclude from income an amount 
equal to the product of the principal amount of the debt and the rate of 
inflation. 


2. For borrowers, a corresponding exclusion from the amount of interest 
expense deductible in computing income. 
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3. For investment assets other than debt instruments, an increase in the 
cost base by the rate of inflation for the purpose of calculating capital 
gains. 


The comprehensive correction of business income for tax purposes would have 
the following components: 


4. The indexation of the undepreciated capital cost of properties by the 
rate of inflation. 


2. Restatement of cost of sales to reflect an inventory valuation adjustment 
equal to the product of the value of opening inventories and the rate of 
inflation. 


3. Restatement of interest expense to add to taxable income an amount 
equal to the product of the value of net debt and the rate of inflation. 


In addition to the above, some supplementary amendments to the tax system 
might be appropriate. For example, there would be no need for continuing the 
$1,000 investment income deduction once the investment income was explicitly 
indexed for inflation. Similarly, the indexing of all capital cost allowances would 
require a re-examination of the basic rates of write-off; the restatement of cost 
of sales would replace the existing 3-per-cent inventory allowance; and certain 
of the preferences now extended to capital gains on depreciable assets as well 
as other properties could be re-examined. 


At first sight, the comprehensive adjustments appear to be relatively straightfor- 
ward. This simplicity is, however, more apparent than real. To implement these 
adjustments would require a major revision of the tax system. It would impose 
an entirely new, and potentially very complex, set of accounting and record- 
keeping demands on individuals and businesses. It would also result in substan- 
tial windfall gains or losses in tax liability even if the new provisions were phased 
in over an extended period. It is because of these difficulties that, in spite of gen- 
eral agreement as to the nature of the problem, no industrialized country has yet 
succeeded in making its income tax system completely immune from inflation- 
induced distortions. The major difficulties in adopting these comprehensive 
adjustments can be classified under the following headings: 


e Design complexity; 

e Administration and enforcement complexity; 
e Redistribution of tax liability; and 

e International implications. 


Design Complexity 


While there has been considerable progress in moving toward a consensus on 
the important elements that would be involved in adjusting financial statements 
for increases in the general price level, this consensus exists only at the broad- 


est conceptual level. There are still contentious issues on which opinions vary 
considerably. Many questions of practical importance remain unresolved or 
have not been subjected to the test of experience. These are questions that 
have a significant bearing on the design of the new system. 


One particular issue that has attracted considerable attention in professional 
discussions is the treatment of debt. In part this is because the debt adjustment 
for business income of borrowers results in an increase in their taxable income, 
while virtually all other inflation adjustments have the opposite effect. The debt 
adjustment entails reducing the deductible interest expense by an amount equal 
to the product of the amount of debt (net of monetary assets) and the rate of 
inflation. While mechanically this adjustment may be relatively straightforward, 
the most important problem is that it would come into full effect immediately, 
while offsetting adjustments to asset values are effectively amortized over the 
life of the assets. The transitional provisions that would be necessary to mitigate 
this effect can be very complex and influence the basic design of the compre- 
hensive adjustments. 


The difficulties in applying the debt adjustment become even more complex if 
the inflation adjustments are not comprehensive but apply only to selected 
income sources or assets. For example, if the adjustments were to be confined 
to investment income of individuals, an additional set of rules would be required 
so that the debt adjustment could not be circumvented by holding debt- 
financed investments in private corporations. In such a case, inflation indexing 
of the cost of private company shares without any recognition of the debt held 
by the company could yield inappropriate results. 


Administrative and Enforcement Complexity 


Administrative and enforcement complexities arise both from the changes 
required in taxpayer accounting and from increased demands on revenue 
authorities in auditing taxpayer returns. 


An important source of accounting difficulties is found in the need to ascertain 
the period during which an asset or debt was held by the taxpayer, for it is the 
actual inflation during this period for which an inflation adjustment would be 
made. As discussed in the 1980 paper on capital gains, the acquisition date is 
not always simple to determine, especially when improvements and additions 
are made to the property at different times after its initial purchase. Similar prob- 
lems would arise in calculating the debt adjustment if the amount of debt out- 
Standing were not constant during a given fiscal year. Without the help of com- 
puters, it would be difficult for even a modest-sized business to maintain proper 
records and perform the necessary adjustments each year. It is unlikely that the 
business community and individual Canadians would find the increased record- 
keeping burden acceptable, particularly since many believe the tax system is 
already too complex. Even if such a system were acceptable to taxpayers, it 
would not be easy for the tax administration to verify the validity of the informa- 
tion in tax returns. 
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In the past, the government has taken the position that the accounting profes- 
sion should take the lead in developing an acceptable set of adjustments to 
remove the distortions caused by inflation. Financial statements play an impor- 
tant role in management decisions and in reporting business performance to 
shareholders, besides being used in determining income tax liability. It would be 
unfortunate if any adjustments made for tax purposes came to be viewed simply 
as complicated devices for providing tax relief to businesses or investors. For 
these adjustments to get translated into gains in economic efficiency, it is impor- 
tant that their rationale be understood not only by the business community but 
by all segments of society. These concerns suggest that a sudden departure 
from generally accepted accounting concepts based on historical cost for tax 
purposes would not be advisable, even though the use of these concepts yields 
inaccurate results. Even in the case of investment income of individuals, it would 
be desirable to introduce the adjustments gradually, initially confining them to a 
limited and well identified set of investment instruments, in order to allow finan- 
cial institutions and investors adequate time to adapt and become familiar with 
the new system. 


Redistribution of Tax Liabilities 
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The basic purpose of inflation adjustments is to correct the distortions in the 
relative distribution of tax liabilities that are created by using accounting con- 
cepts based on historical costs. The correction of inflation-caused errors thus 
necessarily leads to a redistribution of taxes. In the long run, this is entirely 
appropriate. The problem that is of particular concern here is the magnitude of 
windfall gains and losses that would arise in the short run if the adjustments 
were to apply to existing assets and liabilities as well as to new transactions. 


The transitional redistributive effects of any significant changes in tax rules that 
affect existing assets and liabilities are always a complicating factor in tax 
reform. Implicit in the popular adage that ‘‘an old tax is a good tax’’ is the belief 
that anticipated tax liabilities on a given transaction or investment get capital- 
ized in the value of the assets, so that any subsequent change in the tax rules 
causes unanticipated gains or losses in asset values. One obviously cannot 
carry this argument to its logical extreme since that would preclude any 
improvements in the tax system. However, the potential windfall gains and 
losses associated with comprehensive correction for inflation are so large that 
they cannot be ignored. For example, inflation indexing of interest income on 
existing five-year fixed-rate term deposits might, in the current environment, 
cause an unanticipated increase in the after-tax returns of 3 to 5 percentage 
points per annum. For borrowers, restatement of interest expense could lead to 
an increase of a similar magnitude in the after-tax interest cost of existing debt. 
The cash flow difficulties caused by such an unexpected increase in financing 
costs could threaten the survival of many businesses locked into longer-term 
debt contracts. 


In the case of business income, redistributions of tax would also occur because 
the full effect of the inventory and debt adjustments would apply immediately 
while the adjustments for depreciables would mature over time. 


These reallocations of tax would be magnified if comprehensive indexation were 
accompanied by other changes to reduce the revenue cost to the federal trea- 
sury. This revenue cost could be large if offsetting tax increases were not imple- 
mented. Such offsetting adjustments might include higher corporate tax rates, 
reduced capital cost allowances or investment tax credits, a cutback in tax pref- 
erences for capital gains, and the elimination of the $1,000 investment income 
deduction and of the 3-per-cent inventory allowance. The offsets would cause 
still further reallocations of taxes which could not have been anticipated by 
investors and businesses making their decisions in the past. 


The potential magnitude of the short-term redistributive effects of any proposed 
scheme for comprehensive correction of the tax system for inflation would have 
to be analyzed carefully before it could be considered for implementation. The 
desirability of avoiding tax changes that generate substantial windfall gains and 
losses argues strongly in favour of a gradual and less comprehensive approach. 
This might also be necessary on revenue cost grounds. 


One alternative approach that would minimize windfall gains and losses on exist- 
ing assets and liabilities would be to confine the adjustments to assets and 
liabilities acquired after the announcement date of the new system. While this is 
quite feasible if the adjustments are limited to new instruments designed for this 
purpose, it could give rise to serious difficulties if the adjustments were compre- 
hensive. First, a separation between new and old assets and liabilities would be 
complex for businesses since it would entail keeping two sets of accounting 
books for old and new assets. Second, it would create incentives for converting 
old acquisitions into new acquisitions through buy/sell arrangements; prevent- 
ing these conversions would increase the complexity of the new system. 


International Implications 


Subsidiaries of U.S. corporations account for a significant proportion of busi- 
ness investment in Canada. They are liable for the regular corporate income tax 
in Canada on their profits. Upon repatriation of the profits, the U.S. parent is 
required to include in its taxable income the equivalent of the pre-tax profits of 
its subsidiary computed on the basis of the U.S. tax laws, and is allowed to 
claim a credit for the lesser of the Canadian or the U.S. tax payable on that 
income. Under this system, the profits of the subsidiary get taxed at the higher 
of the U.S. or the Canadian rates, so that any benefits of a lower tax in Canada 
get offset by a reduced foreign tax credit (if applicable) when profits are repa- 
triated. Canadian tax incentives thus may effectively amount to a transfer of 
revenue from the Canadian treasury to the U.S. treasury. Similar effects can 
arise in the case of investments from other countries. 


This system imposes obvious limitations on the ability of Canada to introduce 
comprehensive adjustments in isolation from what is done in other countries. 
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Alternative Schemes of Limited Indexation 
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Many of the difficulties outlined above either exclusively relate to, or are of most 
concern in, modifications to the taxation of business income. The question then 
arises as to whether it would be feasible to proceed independently with compre- 
hensive modifications for investment income. This possibility was discussed in 
some detail in the 1980 paper on capital gains and has since been further exam- 
ined. The analysis done to date suggests that if comprehensive indexation of 
business income proves unworkable, then it would be difficult to implement 
comprehensive indexation of corporate investment income as well. The distinc- 
tion between business income and investment income is difficult in a number of 
borderline cases, and a major difference in their tax treatment would put undue 
strains on the current definitions in the Income Tax Act. In addition, if the adjust- 
ments were not to apply to business assets, it would be necessary to exclude 
the shares of private corporations as well from the scope of investment income 
adjustments at the individual level. Indexation of private company shares could 
otherwise lead to a back-door extension of indexation to business assets. 


This discussion suggests that it is not feasible for the government to introduce 
comprehensive adjustments for inflation that would apply to all business and 
investment income. It is thus logical to assess the feasibility and potential effects 
of limited forms of indexation schemes that might be introduced in the near 
future. Such schemes would apply only to specified sources of investment 
income received by individuals resident in Canada. 


The objectives of the government in considering limited schemes are three-fold. 
The first objective is to move towards a better measurement of income for tax 
purposes. In this regard, it is important to ensure that the limitations imposed on 
the application of the scheme do not in themselves lead to undesirable distor- 
tions in the economy, since the costs of such distortions could offset the ben- 
efits gained from the improved measurement of income. Second, the govern- 
ment wishes to encourage the development of new financing instruments that 
minimize the inflation-induced risks in the capital markets and lessen the cash- 
flow difficulties encountered by businesses, farmers and fishermen, and home- 
owners. While there has been some movement in this direction by several insti- 
tutions, such as the development of variable rate mortgages with fixed pay- 
ments, there is need for further innovation in this area. If tax changes which 
would be desirable in their own right could also be used to encourage such inno- 
vation, then such changes become even more desirable. Third, given the current 
state of the economy and the limited fiscal room available to the government, it 
is desirable that any new initiatives provide economic stimulus and assist those 
most affected by the current recession. 


The following sections describe two possible limited indexation initiatives that 
would meet the above objectives. These would provide correction for inflation 
for interest income and for capital gains on common shares of Canadian Corpo- 
rations listed on Canadian stock exchanges. While the direct tax relief from the 
proposed indexation initiatives would be limited to individuals, they would also 
yield benefits to businesses indirectly through reducing the cost of funds. 


Although the remaining sections of this paper focus on proposals for limited 
indexation that could be implemented in the near future, the government 
remains concerned about the distortions that occur in the absence of more 
comprehensive corrections of the tax system for inflation. The government 
would welcome constructive suggestions from interested persons for possible 
ways of implementing comprehensive adjustments. 
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5. Limited Indexation of Interest Income 


Although indexation of all interest income and interest expense would be dif- 
ficult, many of the problems associated with comprehensive indexation could be 
avoided by limiting the tax changes to new interest-bearing debt instruments 
which are designed expressly to separate real interest from that portion of inter- 
est income that reflects inflation rates, i.e., to distinguish between compensation 
for the use of money and compensation for inflation-caused changes in the pur- 
chasing power of the capital. The new instruments would consist of indexed 
term deposit certificates and indexed loans, on which the indexation component 
is explicitly specified by contract. 


The proposed indexation initiative would set up a channel through which funds 
could be invested and borrowed on an inflation-insulated basis. The plan would 
have the following features: 


1. Financial institutions would be permitted to offer indexed term deposit 
certificates to their depositors. These indexed deposits would be infla- 
tion-proof, in that depositors would receive compensation for declines in 
the purchasing power of their investment. While this compensation 
would depend each year upon the rate of inflation, the real interest rate 
on the deposit (over and above the inflation compensation) would be set 
by market competition. Only the interest in excess of inflation compen- 
sation would be taxable to the depositor or deductible as an expense by 
the financial institutions. 


2. The financial institutions would be required to lend funds obtained from 
indexed term deposits to qualified borrowers in the form of indexed term 
loans. Like indexed term deposits, these loans would be structured so 
that the nominal interest charge thereon would consist of two compo- 
nents: a compensation for the decline in the purchasing power of the 
funds and a real interest charge. Only the latter would be deductible by 
the borrower as an expense in computing income for tax purposes. This 
same amount would be taxable to the financial institution. While the por- 
tion related to the inflation adjustment each year would depend upon the 
rate of inflation, the portion representing real interest cost would be 
determined by the market. 


3. Only individuals resident in Canada would be permitted to purchase 
indexed term deposit certificates. These would have a minimum term of 
one year. 


4. The indexed term loans from financial institutions would initially be 
restricted to buyers of new homes and to small businesses and farmers 
and fishermen investing in new depreciable capital goods in Canada. 


These components are described in more detail on the following pages. 


al 


Indexed Term Deposit Certificates 
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Indexed term deposit certificates would be similar to current term deposits in 
that they would be deposits of a longer-term nature at banks, trust companies, 
caisses populaires, and other savings institutions. They would differ in that the 
principal amount of the term deposit would periodically be adjusted in accord- 
ance with changes in the consumer price index or some other appropriate price 
index. Interest would be calculated on the indexed principal at a real rate that 
would be fixed over the term of the deposit. This real interest rate would be set 
by each financial institution in the same way as is now the case for interest rates 
on conventional term deposits. In order to qualify for tax indexation, the term 
deposit would have to be held for a minimum period of one year. 


Individuals investing in qualifying indexed term deposit certificates would be 
taxed only on the real interest income accrued each year. This could result in a 
substantial tax reduction for investors who decided to shift their savings from 
conventional term deposits into the new indexed term deposits. Currently avail- 
able term deposits with a maturity of more than a year yield a before-tax nomi- 
nal return of between 15 and 17 per cent. For an investor with more than $1,000 
in investment income and with a marginal tax rate of 40 per cent or more, this 
implies an after-tax nominal return of 9 to 10 per cent or less. In real terms, his 
after-tax return is zero or negative at the current rate of inflation. Thus, even if 
an indexed term deposit were offered that yielded no interest income, such an 
investor would be better off. Table 4 illustrates the tax treatment of the indexed 
term deposit certificates and the conventional deposits for taxpayers in tax 
brackets of 30, 40 and 50 per cent. It assumes, for illustrative purposes, that the 
conventional deposits yield an interest of 16 per cent, that the indexed deposits 
would yield real interest of 2.2 per cent, and that the inflation rate is 10 per cent. 


The indexed term deposits would be attractive to investors not only because of 
their more favourable tax treatment, but also because they would be safer 
investments than existing term deposits. Investors would not be exposed to the 
risk of a reduction in the purchasing power of money invested in indexed depos- 
its, except in the rather unlikely circumstance where investors accept negative 
pre-tax real rates of interest. This ability to make savings virtually “‘inflation 
proof’ would be of particular assistance to those such as elderly individuals who 
are heavily dependent on investment income for their retirement years. 


Because the indexation of principal would be built into the contract between the 
depositor and the financial institution, the indexed term deposits should not be 
complex to administer. Financial institutions offering indexed term deposit cer- 
tificates would report separately the real portion of interest income on the infor- 
mation slips (T5 slips) given to depositors, who, in turn, would include this 
amount in their income for tax purposes. No complicated accounting would thus 
be required for individuals. 


Table 4 


lilustrative Example of the Taxation of Interest Income on 
indexed Term Deposit Certificates and on Conventional Deposits 
(Assuming inflation rate of 10 per cent per annum) 


Conventional Indexed deposit 
deposit certificate 
WT De Be oe eee ce ie ee le 
Funds deposited $10,000 $10,000 


Interest rate: 
Compensation for inflation } 16% 10% 
Real interest 2.2% 


Interest income: 
Compensation for inflation } $1,600 $1,000 


Real interest $220 
Taxable income $1,600 $220 
Tax payable“ 

30% tax rate $480 $66 

40% tax rate $640 $88 

50% tax rate $800 $110 
After-tax income 

30% tax rate $1,120 $1,154 

40% tax rate $960 $1,132 

50% tax rate $800 $1,110 
Nominal after-tax rate of return 

30% tax rate 11.2% 11.5% 

40% tax rate 96% V le 

50% tax rate 8.0% URE 


Real after-tax rate of return 
after inflation® 


30% tax rate 1.1% 1.4% 
40% tax rate =| 0) is 1.2% 
50% tax rate es Welt: 0.9% 


SS SE ee eee 


(Calculations ignore the $1,000 exclusion for investment income. 
2)The real after-tax rate of return is obtained by dividing one plus the nominal after-tax rate of return by one 
plus the rate of inflation and subtracting one from the result. 
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Eligible Types of Loans 
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Financial institutions would be required to segregate funds raised from indexed 
term deposit certificates from other funds and invest them in indexed term loans 
to qualifying borrowers. This aspect of the proposal raises two important ques- 
tions. What characteristics should the eligible term loans be required to have? 
What borrowers should qualify for the loans? While the issues related to the 
breadth of the list of qualifying borrowers are discussed below, eligible loans 
could initially include indexed mortgage loans to purchasers of new homes and 
indexed term loans to small businesses (including farmers and fishermen) to 
finance purchases of new depreciable property for use in Canada. 


Indexed term loans would be similar to indexed term deposits, in that the nomi- 
nal principal amount outstanding would periodically be adjusted in accordance 
with changes in the price index used for indexation. Interest would be calculated 
on this indexed principal at a real rate fixed by contract. The term loan would 
have to be for a minimum of one year. Lenders would be taxed on the real inter- 
est income; borrowers would be able to deduct only the corresponding real 
interest expense. 


Loan contracts might make the inflation adjustments to loan principal payable 
to the lender as they occur. Alternatively, payment of all or part of such adjust- 
ments might be deferred until the loan is terminated. How cash payments are 
structured is a design question that is entirely separate from the indexation of 
loan principal. 


Requiring the funds obtained from indexed deposits to be invested in indexed 
term loans has a number of advantages. First, in order to keep the tax treatment 
of borrowers consistent with that of lenders, it would be necessary to permit 
borrowers to deduct for tax purposes only the real interest expense on these 
term loans where the funds are borrowed to earn income. Where the borrowing 
is made for a purpose other than to earn taxable income, such as to purchase a 
home, no interest expense would be deductible. Consequently, the requirement 
that such loans be indexed would make them relatively easy to administer, 
reducing costs of enforcement and compliance. The necessary accounting 
would be done by the financial institutions making such loans, with the results 
reported to borrowers and to revenue authorities. 


Second, by providing a loan instrument on which the nominal principal owed to 
lending institutions would be indexed for inflation in the same way as would the 
balances owed by the institutions on their indexed deposits, indexed term loans 
would allow a close matching of assets with liabilities with respect to exposure 
to inflation risk. The real interest rates on both loans and deposits could be fixed 
over the same terms, thereby reducing the risk premium which lenders would 
otherwise have to charge. Because of their ability to match indexed assets with 
indexed debt, financial institutions would not be required to accept exposure to 
any additional factors beyond their control. 


Third, encouraging the use of indexed loan contracts would permit borrowers as 
well as lenders to reduce uncertainty regarding real financing costs. This is par- 
ticularly important in the current environment, where interest rates and inflation 
are expected to come down, but where this prospect is not fully reflected in 
interest rates now prevailing in the market. The use of indexed loans would per- 
mit borrowers to benefit sooner as inflation and interest rates come down. 


While the advantages of indexed debt instruments are substantial, such instru- 
ments also have associated costs. These new debt instruments would have the 
disadvantages normally associated with novelty. Financial institutions, investors, 
and borroWers are not now familiar with such instruments and would have to 
adapt to them. The development of administrative and accounting procedures 
and marketing approaches would take time and involve costs. It would be 
necessary for lenders to develop familiarity with the implications of using 
indexed term loans before they could use them with the same assurance that 
they now use conventional loan instruments. These costs may explain in part 
why financial institutions have not themselves developed indexed debt instru- 
ments in the past on their own initiative. 


Design of Indexed Term Loans 


The design of term loans under the new scheme would require careful analysis 
by financial institutions in order to develop contracts that are easy to administer, 
readily marketable, and take into account the cash flow needs of borrowers as 
well as lenders. Such contracts also need to be safe in the sense that they do 
not expose either the borrower or the lender to undue risk. While the use of 
indexed contracts would provide opportunities for reducing inflation-induced 
risks, in many instances the indexation provisions would need to be combined 
with further modifications to the terms of the contracts to achieve an overall 
reduction in risk. 


Such additional modifications would be particularly important in the case of 
home mortgages. Simply indexing the principal and monthly payments for a 
conventional home mortgage without making any other changes in the terms of 
the loan could in fact lead to a substantial increase in the risk of default, espe- 
cially if over time the indexed value of the principal came to exceed the market 
value of the home. Real estate values in individual communities cannot be 
counted on to match the increase in the general rate of inflation. Risk reduction, 
in this case, could require additional changes in mortgage terms such as some 
combination of a shorter mortgage amortization period, limits on the extent of 
indexation of monthly mortgage payments, a planned yearly reduction in the 
real value of monthly payments, and higher down payments by home buyers. 


While the responsibility for the design of new instruments ultimately rests with 
financial institutions, the government would need to develop new standards for 
eligibility of indexed loans for insurance protection under the National Housing 
Act. It would be necessary for the Canada Mortgage and Housing Corporation 
and other government agencies to work in consultation with financial institutions 
to develop an effective risk-reducing design. 


25 


Effects on Borrowing Costs 
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The measure would have the effect of lowering interest rates for eligible borrow- 
ers. The extent to which interest rates would be reduced would depend on mar- 
ket conditions and on the restrictions placed on eligible borrowers. It is likely 
that indexed term deposits would rapidly come to be viewed as a desirable 
investment by depositors, both because only real interest would be taxed and 
because of the guarantee against inflation-induced declines in the purchasing 
power of the amount deposited. If this occurs, the real rate of interest on loans 
determined by the market could be quite low. As noted earlier, even a zero 
after-tax real return on term deposits would represent a significant improvement 
over the existing situation for many investors. The real interest rates faced by 
borrowers would, of course, exceed the real interest paid on indexed term 
deposits because of the margins charged by financial institutions to cover their 
loan losses and administration costs and to yield a profit. Nevertheless, even 
after allowing for normal margins, the real interest rates faced by eligible bor- 
rowers could decline substantially from the levels implicit in current nominal 
rates. 


The extent of the potential reduction is indicated by the following example. Sup- 
pose borrowing costs on conventional loans faced by an eligible small business 
are, say, 19 per cent, about 3 percentage points higher than the interest rate 
currently paid by financial institutions on deposits. If the cost to the institution of 
funds obtained from indexed term deposits were close to zero in real terms, then 
the nominal interest rate faced by the borrower could drop to the rate of infla- 
tion plus 3 percentage points, or to 15 per cent or less at inflation rates of 10 to 
12 per cent. 


This reduction in interest rates on the new category of loans would be offset for 
some borrowers by the different tax treatment of interest expense on such 
loans. Because only the real component of interest would be deductible on 
these loans, some firms would find that the after-tax cost of borrowed funds is 
lower for conventional loans. Nevertheless, many other borrowers — particularly 
those in a non-taxable position or home buyers who cannot deduct interest in 
any case — would benefit from the reduction in interest rates quoted on the 
new indexed term loans. Table 5 illustrates the impact of the measure on after- 
tax cost of funds for various types of borrowers. 


The table shows that the borrowers benefitting the most from the introduction of 
indexed term loans would be those businesses which are not in a taxable posi- 
tion and home buyers who are not in any event permitted to deduct interest. 
Interest rates on home mortgages would be lower than those shown in the table 
because of smaller margins required by financial institutions on such loans. 
Many growing businesses are unable to make full current use of capital cost 
allowances, and so can expect to have zero taxable income over an extended 
period. Other firms experience unprofitable years during start-up periods or as a 
result of slack in demand for their products. For many such firms, the effect on 
cash flows of indexed loans could be critically important. 


Table 5 


Comparison of After-Tax Cost of Funds Obtained from 

Indexed Term Loans and from Other Conventional Loans 

(Illustrative examples, assuming inflation rate of 10 per cent per annum and real 
interest at 5 per cent on indexed term loan) 
ee ee ee tee 


Type of Borrower 


Business taxable at 


Non-taxable 
Homeowner business 25% 50% 
i ee ei ee Bee 8 ek a 
(dollars) 

Conventional Loans 
Amount of loan 100 100 100 100 
Nominal interest charge 19 19 19 19 
Tax savings from deduction 

of interest expense 0 0 4.75 9.50 
After-tax cost of funds bor- 

rowed 19 19 14.25 9.50 
Indexed Loans Under 

the New Proposal 
Amount of loan 100 100 100 100 
Interest charge: 

Compensation for inflation 10 10 10 10 

Real interest 2 5 5 5 
Interest charge deductible for 

tax purposes 0 5 5 S) 
Tax savings from deduction 0 0 25 ZOU 
After-tax cost of funds bor- 

rowed 15 15 eRe) 12,50 
Difference in after-tax costs 

between conventional and 

indexed loans 34 =A =0,50 +3.00 


Eligible Borrowers 


If indexed term loans were generally available, all those borrowers unable to 
deduct interest for tax purposes would wish to have access to them. Indeed, 
there would be certain advantages of consistency in allowing fairly general 
access to indexed term loans. Restrictions on access introduce inequities and 
distort market allocation of resources. However, the broader the eligibility for the 
loans, the greater the revenue cost to the government would be. In addition, in 
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the short run at least, a judicious choice of the eligible sectors would allow the 
funds to be directed to those areas where employment creation and economic 
growth opportunities would be greatest. 


The loss in tax revenues would arise from the tax relief provided through taxing 
only the real interest income received by individuals investing in indexed term 
deposits. Since indexed loans would generally be to firms which would not be 
able to deduct the interest immediately or to individuals who cannot deduct 
interest, the corresponding limitation on the deduction of interest expense by 
the borrower would not provide a significant cost offset. 


The loss in tax revenues would depend upon the amount of funds that were 
deposited and borrowed using the new indexed instruments as well as upon the 
level of real interest rates paid on the deposits. Because loans would have to be 
matched to deposits, the total amount of funds could be controlled by restrict- 
ing either deposits or borrowers.) For example, restrictions on the amount of 
deposit per person could be imposed to reduce tax revenue losses, without 
restricting borrowers’ access to the indexed term loans. This would, however, 
reduce the supply of indexed deposit funds relative to the likely demand for 
loans and would result in increased interest rates to borrowers. From the view- 
point of stimulating investment and employment, it would thus be preferable to 
restrict the borrowers eligible to obtain indexed term loans. Eligible borrowers 
would initially be restricted to new home buyers and small businesses (including 
farmers and fishermen) financing purchases of new depreciable property. 


The proposal would foster a degree of market segmentation in the initial years, 
focusing the tax relief on particular sectors of the economy singled out for 
favourable tax treatment. It would also serve to direct relief to those sectors of 
the economy most affected by the current high interest rates. 


The Role of Financial Institutions 
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The indexing initiative discussed above is in essence an arrangement whereby 
financial institutions would provide a segregated channel through which funds 
from indexed term deposits could flow to eligible borrowers. In effect the finan- 
cial institutions would serve as intermediaries, pooling loan risks and thereby 
reducing the investment risk that would otherwise be borne by individuals. 


The return to the financial institutions from providing this facility would consist of 
the differential between the real interest charged on indexed term loans and the 
real interest paid to depositors. The net amount remaining after deducting loan 


‘Financial institutions would accomplish the matching of amounts of both sides by changing interest rates. 
Raising interest rates on indexed loans and deposits would reduce the demand for loans while increasing 
deposits; lowering interest rates would increase demand relative to the supply of funds. 


losses and administrative expenses would be added to the income from other 
operations of the financial institutions for tax purposes. 


The restriction of the indexing adjustment to individual investments made 
through the channel provided by financial institutions would facilitate administra- 
tion and enforcement during the period in which the indexed instruments are 
first introduced. In the longer run, when the new instruments have become more 
widely understood and accepted, it may be desirable to extend the indexing 
adjustment to direct investments by individuals in indexed mortgages and other 
indexed term loans. 


Relationship to Other Tax Provisions 


In order to ensure that the limited indexation provisions do not create opportuni- 
ties for tax avoidance in the absence of more comprehensive adjustments, it 
would be necessary to impose restrictions aimed at preventing taxpayers from 
using borrowed funds to purchase indexed term deposits. Without such restric- 
tions, an investor could finance the acquisition of indexed deposits from bor- 
rowed funds, obtaining a deduction of the full interest expense even though only 
a part of the interest income was taxable. It would thus be appropriate to pro- 
vide that carrying charges would not be deductible on funds borrowed for the 
purchase of indexed term deposit certificates. In addition, because the purpose 
of the $1,000 deduction for investment income is to provide a limited offset to 
the overstatement of income caused by inflation, it would not be appropriate for 
interest from indexed term deposits to be sheltered by this exclusion. 


Because of the limited nature of the indexation initiative, there would be no 
change in the $1,000 exclusion as it applies to other investment income. 


Choice of Price Index 


In the preceding discussion, it has been assumed that the inflation adjustments 
would be based on movements in the consumer price index. This index has the 
advantages of being widely known and available on a timely basis. It is currently 
used for adjusting social security benefits and personal exemptions and tax- 
bracket limits under the Income Tax Act. One notable drawback of the CPI is 
that it does not reflect changes in consumption habits, except through a change 
in weights at infrequent intervals. 


While over a long time span different general price indexes tend to grow by 
roughly the same magnitude, the variation among them could be considerable 
from one year to the next. This could be because of the inclusion or exclusion in 
their construction of certain cost components (e.g. indirect taxes) or of certain 
price changes (e.g. interest rate changes on refinancing of existing mortgages, 
or a change in the prices of imported goods). The question of an appropriate 
price index would need to be analyzed further prior to implementation of the 
proposal. 
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6. Limited Indexation of Capital Gains 


The indexed term loan scheme would reduce interest costs on borrowed funds 
for eligible borrowers, and so would reduce the cost of debt for new home buy- 
ers and small businesses that utilize them. To enable businesses to obtain more 
risk capital, it would be desirable to provide a similar system of indexing for 
equity investments. 


Registered Shareholder Investment Plan 


For the reasons outlined earlier, it would not be feasible to provide for indexation 
of the cost base of all shares and other capital property except as part of a 
more comprehensive system of indexation. This would be administratively very 
complex and create opportunities for tax avoidance. A more limited form of cost 
base indexation could be implemented for individuals investing in listed common 
shares of corporations taxable in Canada. To simplify administration and con- 
fine its application to new share purchases, it would be necessary to create a 
separate registered plan, to be called the Registered Shareholder Investment 
Plan (RSIP), which would hold all acquisitions of shares of an individual eligible 
for indexation provision. There are a number of possible designs for an RSIP. 
One possibility is set out below: 


1. Individuals resident in Canada would be permitted to contribute funds to 
an RSIP with an investment dealer or other specified financial institution. 
These funds could then be used to purchase common shares of taxable 
Canadian corporations that are listed on a Canadian stock exchange. 


2. Contributions to the plan would not be deductible in computing income 
for tax purposes, nor would they be taxable when withdrawn. 


3. The amount contributed would be defined to be the cost base of the 
aggregate of shares held in the plan. At the end of each year, the 
amount contributed would be multiplied by the rate of inflation over the 
year or since the date of contribution to the plan. The shares would be 
valued at the end of the year and any positive (or negative) difference 
between their aggregate value and the inflation-adjusted value of contri- 
butions would be defined as a capital gain (or loss), and would be taken 
into account in computing income for tax purposes for that year. The 
aggregate market value of shares at the end of a given year would 
become the contribution base of the plan for the following year. 


4. Any dividends earned on the shares in the plan would be grossed up and 


taxable in the hands of the individual in that year and would be eligible 
for the dividend tax credit. 
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5. If any cash dividends are reinvested in new share acquisitions in the 
plan, they would be treated the same as new contributions and would be 
added to the contribution base eligible for inflation adjustment. 


6. Special rules would be needed for inflation adjustment in respect of con- 
tributions to, or withdrawals from, the plan during the year so that contri- 
butions are indexed only over the number of days that they are actually 
retained within the plan. 


Table 6 illustrates the calculation of taxable capital gains under this proposal for 
an investor contributing $1,000 to an RSIP at the beginning of the year. The 
plan acquires a portfolio of common shares which have a fair market value of 
$1,150 at the end of the year. Assuming an inflation rate of 10 per cent per 
annum, the contribution base is indexed to $1,100 at the end of the year. The 
real capital gain on the shares in the plan is thus $50, one-half of which would 
be taxable in the year. Had the shares been acquired outside the plan, the net 
taxable capital gain would have been $75. In this case, taxation of the gains 
would, of course, have been deferred until realization through sale of the shares. 


Table 6 


Calculation of Taxable Capital Gains under a 

Registered Shareholder Investment Plan 

(Illustrative example, assuming inflation rate of 10 per cent, and a contribution 
of $1,000 at start of year) 


Share purchases Value at 
during the year year-end 
(dollars) 
Company A 400 600 
Company B 200 100 
Company C 300 350 
Company D 100 100 
1,000 1,150 
Indexed contribution base = 1,100 
Real capital gain = 1,150— 1,100 
S338) 
Taxable capital gain = 26 
Taxable capital gain if shares 
are purchased outside the 


plan =) 75 


Under this plan, the indexing adjustment as proposed would avoid any need to 
apply a separate factor for each share held in the plan. This would considerably 
simplify the calculation of the indexing adjustment. There would be no need for 
keeping records of acquisition and disposal dates of each share in the plan 
separately. It would not in any way affect the day-to-day trading of shares in the 
plan. 


All accounting for investments in an RSIP would be done by the investment 
dealer or other specified institution. At the end of each year, the investment 
dealer would provide each investor with an information return stating total divi- 
dends and real capital gains. The taxpayer would then simply report these 
amounts on his tax return as under the current system. 


Offsetting Tax Changes 


The tax treatment proposed for indexed loans and indexed term deposits 
Causes real interest income to be taxed in the same way as other income. It is 
thus fully consistent with what would be desired in a fully-indexed system. The 
tax relief afforded to individuals who purchase indexed term deposits removes 
the excess taxation to which real interest income is now subject in inflationary 
periods. 


In the case of capital gains, the situation is more complex. Capital gains taxation 
now includes two tax preferences: taxation of only one-half of the gains, anda 
deferral of tax until the gains are realized. When the taxation of Capital gains 
was introduced in 1972, these preferences were explicitly recognized as in part 
serving to offset the effects of inflation, though the rate of inflation was then far 
below current levels. If capital gains were indexed and thus taxed only to the 
extent that they exceed inflation, it might be appropriate to modify the tax pref- 
erences in recognition of the fact that the inflation-offsetting role of such prefer- 
ences was no longer relevant. 


The RSIP as described above results in taxation of real Capital gains on an 
accrual basis, substantially simplifying the calculation of the indexing adjust- 
ment. The operation of the plan would become quite complex if the gains were 
not to be taxed on an accrual basis. In that case, indexation adjustments would 
need to be applied on each share purchase separately and precise records 
would have to be kept for dates of purchase and sale. New rules would have to 
be developed for the indexation of a given class of shares acquired at different 
dates. The current concept of averaging the cost base of identical shares would 
no longer be appropriate. 


In addition to simplifying administration, taxation on an accrual basis would also 
remove the present opportunity for deferral of tax. It would thus serve as a 
partial offset to the reduction in the effective rate of tax on shares in an RSIP 
Since the plan is confined to publicly-traded shares, their valuation would pose 
no difficulties. 
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One advantage of taxing RSIP capital gains on an accrual basis is that this 
would facilitate a relaxation of the current restrictions on the extent to which 
allowable capital losses may be offset against taxable income from other 
sources. The reason for the current restriction is to prevent taxpayers from real- 
izing capital losses while at the same time deferring tax on unrealized accrued 
gains. With capital gains and losses on shares in an RSIP taxed on an accrual 
basis, it would be appropriate to permit allowable capital losses accrued in an 
RSIP to be applied against other taxable income without any limit, thus reducing 
investors’ exposure to risk. 


The other tax preference in the form of half-taxation of capital gains would be 
continued in respect of rea/ capital gains accrued on shares in an RSIP. One 
important reason for the continuation of this preference for corporate shares is 
the need for maintaining an approximate balance between the taxation of 
retained corporate earnings and dividends. Under the present rules, distributions 
of corporate profits qualify for the dividend tax credit in the hands of individual 
shareholders. This credit has the effect of reducing the effective rates of tax on 
dividend receipts to approximately one-half, particularly for those in higher tax 
brackets. Retained earnings, on the other hand, get reflected in an appreciation 
in the value of corporate shares. To ensure that the tax system is neutral in its 
effect on choices between distribution and retention of corporate profits, 
retained earnings reflected in capital gains for shareholders should be taxed at 
the same effective rate as dividends and at the same time. Half-taxation of real 
accrued capital gains thus serves the purpose of approximately equalizing the 
taxes on retained earnings and dividends for publicly-traded shares held in an 
RSIP. It results in a more uniform treatment of shares of companies with differ- 
ent payout ratios. 


The RSIP scheme would be of considerable benefit to shareholders and so 
encourage investment in Canadian equities. It would result in a substantial 
reduction in the average effective rates of tax on the real capital gains received 
by shareholders. For a share with an average real rate of appreciation, indexa- 
tion at current inflation rates would have the effect of reducing taxable capital 
gains to less than 15 per cent of nominal capital gains, as compared to 50 per 
cent under current tax rules. In virtually all cases, individuals would obtain a 
higher after-tax rate of return on shares held in a RSIP than they do under the 
current tax rules. 


Related Tax Provisions 


As for investors in indexed term deposits, it would be necessary to restrict the 
deductibility of carrying charges on funds borrowed to make a contribution to 
an RSIP. As with indexed term deposits, it would not be appropriate to include 
income earned on RSIP assets in amounts to which the $1,000 investment 
income deduction applies. 


There would be no change in the tax treatment of capital gains realized on 
assets not held in an RSIP. 


34 


Extension to Other Assets 


An issue that arises in discussion of the RSIP proposal is whether the proposed 
method of indexing capital gains on publicly-traded shares could be extended to 
other assets. Though desirable on conceptual grounds for all assets, this indexa- 
tion can be implemented easily for shares in an RSIP because of the ease of 
annual valuation and restrictions on interest deductibility. An extension to other 
assets would require that an annual valuation of such assets be feasible. It 
would also be necessary to impose a similar restriction on the deductibility of 
interest on funds borrowed to finance the purchase of an indexed asset. Further, 
while half taxation of accrued real capital gains on publicly-traded shares is 
appropriate in order to ensure uniform treatment of retained and distributed 
earnings that are taxed at the corporate level, this consideration would not 
apply to other assets which are indexed. 


The RSIP plan has been limited to common shares listed on Canadian stock 
exchanges because accrual-based taxation can be easily implemented for such 
shares and because doing so makes administration of an RSIP much easier. The 
yearly appraisals of market value for other types of assets would be costly for 
owners of such property and difficult for revenue authorities to check. There 
would also be difficulties in implementing the restrictions on the deductibility of 
interest on funds borrowed to finance such other assets. The difficulty of imple- 
menting these other facets of the RSIP scheme for assets other than publicly- 
traded listed shares makes extension of this scheme impractical at this time. 
Moreover, these difficulties are compounded by the revenue costs and potential 
for windfall gains that could be associated with such extensions. 
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7. Effects of Proposals for Limited Indexation 


The indexation proposals outlined in this paper would, if adopted, have impor- 
tant effects on savings and investments, government revenues, and the relative 
distribution of tax liabilities. Their initial effects would in turn have broader 
implications for economic activity and employment. While some of these have 
been previously touched upon at various points in the discussion, it is useful to 
collect and expand upon them. 


Effects on Savings and Investment 


The most important of these effects would arise from the lower costs to borrow- 
ers and higher after-tax rates of return to savers. An additional beneficial effect 
would be the lowering of risk to borrowers and lenders resulting from the intro- 
duction of indexed financial instruments. 


As noted previously, at current inflation rates the tax on the purely inflation- 
related portion of interest received by savers could amount to as much as 3 to 6 
percentage points. The proposals would eliminate this for funds placea in 
indexed term deposits. These tax savings would thus be available to benefit 
either savers (in the form of higher real after-tax returns on their deposits) or 
borrowers (in the form of lower borrowing costs) or both. Whether the benefits 
go predominantly to borrowers or to depositors would be determined by market 
forces. If the potential supply of funds from the indexed deposits is large relative 
to the potential demand for loans by eligible borrowers, then most of the tax 
benefits would accrue to borrowers. The magnitude of demand for loans would, 
of course, depend on the scope of eligibility for them. The broader the eligibility, 
the greater the demand and the less likely that the majority of benefits would 
flow to borrowers. 


The restrictions placed on the supply side are that only individuals resident in 
Canada would be eligible to make such deposits and that the term of the depos- 
its would be a minumum of one year. Even with these restrictions the supply of 
funds for the indexed deposits would be large. There is a substantial pool of 
funds in term deposits at the present time. For example, at the beginning of 
1982 there were $44 billion in fixed term personal savings deposits at chartered 
banks alone. An almost equivalent sum was reported as term deposits, guaran- 
teed investment certificates and debentures at trust companies. Other financial 
institutions also accept funds from individual Canadians for term investments. 
Some of the funds invested in Canada Savings Bonds could also flow into the 
indexed deposits. In total, therefore, there are substantial funds available which 
could form the basis for investment in the new type of deposit. 
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lf a large proportion of these funds were now tied up in three- and five-year 
deposits, it would affect the operation of the plan in the phase-in period. How- 
ever, the shortening of deposit terms that has occurred in response to inflation 
means that historically large amounts of funds on term deposit are now in the 
shorter terms. Deposits thus could begin to switch to the new term deposits 
relatively quickly after they became available. 


There are a number of economic and financial reasons why only a portion of 
existing term deposits would switch to the new plan. It would not be advanta- 
geous to make such a switch where marginal income tax rates are low or the 
interest income is non-taxable. This occurs for those depositors for whom the 
$1,000 investment income deduction is not exceeded or for those with low 
incomes. In 1979, the latest year for which detailed data are available, some 40 
per cent of deposit interest was in amounts not exceeding $1,000. Of the 
remainder, approximately 50 per cent went to individuals with incomes of less 
than $20,000. Even taking these various factors into account, however, there is 
a substantial pool of funds that might be attracted by the new indexed deposit 
certificates. 


The size of the demand for funds depends critically on the eligibility criteria 
established for borrowers. At the outset, these would be limited to loans to buy- 
ers of new homes, as well as to loans to finance investment by small business, 
farmers and fishermen. The expected mortgage financing for new home pur- 
chases would be some $3 billion annually. The demand for funds from small 
business and from farmers and fishermen would be much larger. If all of the new 
investments by them were to be financed by loans under this proposal, it could 
amount to $15 to $18 billion per annum. Including each of these demand factors 
still brings a total demand for new funds that would likely not exceed $18 to $20 
billion annually once the market had fully responded to the new tax indexing 
initiatives. This amount would likely be smaller in the first year in which the pro- 
posed measures are effective. 


This suggests that as long as eligibility is restricted to loans for new house pur- 
chases and loans to finance investment by small businesses and farmers and 
fishermen, the potential size of supply and demand for funds is likely to result in 
a significant portion of the benefits from the tax reduction being initially passed 
on to borrowers in the form of lower borrowing costs in the initial years. The pre- 
tax interest rate on the indexed deposits could be 4 to 5 percentage points 
lower than on conventional term deposits. On an after-tax basis, investors in 
indexed deposits would still be better off than with conventional term deposits. It 
is very likely that they will, at a minimum, have the value of their deposits pro- 
tected from erosion by inflation on an after-tax basis, i.e., that the after-tax rate 
of interest wouuld be at least equal to the rate of inflation. In recent years, by 
contrast, the after-tax return on conventional term deposits has generally been 
less than the rate of inflation for most middle- and upper-income individuals with 
interest income not covered by the $1,000 exclusion. 


The introduction of new financial instruments plus the change in tax treatment 
would reduce the risk faced by borrowers and lenders. This would increase the 


attractiveness of longer term loans. As well, indexed financial instruments would 
offer borrowers the possibility of arranging their loan repayments in such a way 
as to reduce cash flow problems they now face due to inflation-induced higher 
interest rates. These effects will reinforce the benefits of lower borrowing costs 
A increasing investment and economic activity in the sectors eligible for the 
oans. 


There may also be important longer-term benefits of the measure in smoothing 
out the cyclical variation in economic activity. To the extent that economic 
resources that would otherwise be unemployed now are used to add to the capi- 
tal stock available in the economy, there would be less tendency for price 
increases later as inflation and interest rates are reduced generally and as eco- 
nomic activity improves. 


As inflation and interest rates decline, the effects of the measures would natu- 
rally be reduced, though they would not be eliminated entirely. The longer run 
impact of the measure would also depend crucially on its scope. As indicated 
elsewhere it would be desirable on economic grounds to broaden the scope of 
the measure once experience with it had been obtained and if the revenue costs 
are manageable. If it were not broadened beyond the initial restrictions outlined 
in this paper, there is a risk that the measure could itself contribute to economic 
distortions that result in undesirable misallocations of Canada’s resources in the 
long run. 


As the plan matures, the differences between real interest rates on the indexed 
term deposits and rates on conventional deposits would be expected to narrow. 
This is because in the long run the supply of funds would grow, other things 
remaining equal, at basically the rate of growth of GNP, while the demand for 
funds or loans outstanding would be expected to grow much faster during the 
initial years. 


The gradual broadening of the list of qualifying borrowers for indexed loans 
would also have a similar effect. As this happens, the benefits of tax indexation 
would no longer by exclusively focused on new home buyers, small businessmen 
and farmers and fishermen, but would instead be dispersed more broadly 
among all sectors in the economy and among lenders and borrowers. 


The effects of the share investment plan would be less direct, but similar. It 
would increase the attractiveness of shares of public corporations for individual 
Canadians. Inflation accounts for a very significant portion of accrued capital 
gains on most equities and the indexation of their cost base for tax purposes 
would result in a net reduction in tax. The plan should facilitate the raising of 
new risk capital by Canadian businesses. 
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Effects on Housing and Small Business 


The proposal to index interest income for tax purposes would lead to a reduc- 
tion in interest costs to new home buyers and small businesses and farmers and 
fishermen. This in turn should lead to an increase in housing starts and addi- 
tional business investment. The speed with which this occurs would depend 
upon how fast financial institutions are able to develop the new loan instruments 
and respond to the initiative, as well as upon the demand for the instruments. 


Because of the current slack in the construction industry, the likely increase in 
demand for housing could be met without any significant increase in house 
prices. Competition among builders and developers would keep house prices 
from rising substantially. Additional housing construction in the current period 
would have the effect of reducing upward pressure on house prices during the 
next recovery. 


For small businesses and farmers and fishermen, the major potential effect of 
the proposed indexation initiatives would be a significant increase in the supply 
of funds at lower interest rates. This would in turn reduce the liquidity squeeze 
faced by small businesses trying to expand. 


Revenue Costs 
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By reducing the amount of personal investment income subject to tax, the lim- 
ited indexation initiatives would reduce the income tax revenues of the federal 
government in the absence of any offsetting measures to raise revenues from 
other sources. Revenues of the provinces with tax collection agreements with 
the federal government (under which their income tax is expressed as a percent- 
age of the federal tax) would also be reduced. The size of these reductions in 
revenues obviously depends crucially on the scope of the measure, as well as on 
the level of inflation and interest rates at the time it is introduced and on the 
number of savers and borrowers who take advantage of the scheme. 


The magnitudes of these variables are uncertain. However, if the indexation 
initiative were applied to new home buyers, small businesses and farmers and 
fishermen and attracted approximately $10 to $12 billion of deposits in the first 
full year it was effective, its direct impact on federal revenues would be a reduc- 
tion of approximately $600 million® assuming current levels of interest rates and 
inflation. Revenues of the nine provinces in the tax collection agreements with 
the federal government would be reduced by approximately $125 million. Over 
three-quarters of this revenue cost would be in respect of loans to small busi- 
nesses and farmers and fishermen. 


(5)Federal revenue cost estimates include an increase in transfers to the provinces under federal-provincial 
fiscal arrangements due to the decrease in federal basic tax. Provincial revenue costs are lower by a 
corresponding amount. 


The revenue costs could increase significantly in subsequent years, but then 
would decline as interest rates fall. In the second year following implementation, 
the amount of indexed loans and deposits could more than double. If interest 
rates and inflation were to remain unchanged, this would result in a proportion- 
ate increase in the direct impact on tax revenues. However, reductions in inter- 
est rates and in the difference between rates on indexed and conventional 
deposits would reduce the revenue impact. Further growth in loans would occur 
in subsequent years. Once the plan matured, the total amounts of loans and 
deposits would then grow at the same rate as the economy. The magnitude of 
mature system revenue costs could vary widely, depending on the extent to 
which eligibility restrictions were relaxed as weil as on other factors. As inflation 
and interest rates decline, the revenue costs of the measure would automatically 
come down. 


The revenue cost for a registered shareholder investment plan (RSIP) would vary 
greatly from year to year depending on fluctuations in the stock market, inflation 
rates and the general response to the plan. Over a long period, real capital gains 
on publicly-traded shares are estimated to average 3 to 3.5 per cent per annum. 
At current rates of inflation, real capital gains would thus account for only one- 
fifth to one-quarter of nominal capital gains. The indexation proposed, com- 
bined with one-half exclusion of real capital gains, would imply that the taxable 
capital gains would be only 10 to 15 per cent of nominal capital gains on shares 
held in an RSIP, compared to 50 per cent under the current rules. The effect of 
taxing on an accrual basis would partially offset the revenue costs in early years. 
Nevertheless, the net federal revenue cost associated with the RSIP proposal 
would be on the order of $100 million per annum. 


The direct effects of the proposed measures on tax revenues would be offset by 
additional tax revenues on income generated by the expansionary effects of the 
measures. In addition, the costs of unemployment benefits and other govern- 
ment expenditures would be reduced. These expansion-induced offsets could 
be substantial in the initial years, but could diminish in later years. 


Introduction of the limited indexation initiatives proposed in this paper may 
require other measures in order to neutralize their impact on the federal deficit. 
Whether this should be done if the proposed initiatives were adopted is an issue 
that would have to be addressed in the light of the economic and fiscal circum- 
stances prevailing at the time of implementation. 


Redistribution of Tax Liabilities 


Tax reductions related to the investment income of individuals would accrue 
largely to retired individuals and to middle- and upper-income taxpayers. There 
are two reasons for this. First, investment income tends to accrue more than 
proportionately to these taxpayers. Second, lower-income taxpayers have a 
greater proportion of their interest already sheltered by the $1,000 investment 
income deduction. If the benefits of the measure were to accrue only to inves- 
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tors, the measure would thus tend to alter the relative distribution of personal 
income tax liabilities in favour of upper-income individuals. However, there are a 
number of factors that qualify this conclusion. First, as noted previously, it is 
probable that at least in the short run a large share of the tax reduction benefits 
will not go to savers but rather will be passed on, through the operation of mar- 
ket forces, to borrowers — home buyers, small businessmen and farmers and 
fishermen — in the form of lower interest rates. This will benefit both borrowers 
and those who gain from the jobs that are created by the increase in invest- 
ment. Second, the measure would essentially remove a tax on investment 
income that arises solely because of inflation interacting with the current tax 
system. It corrects a mismeasurement of income. Lastly, the measures outlined 
in this paper offer benefits to a// savers by reducing the risk they face in an infla- 
tionary period and offering them the possibility of saving in a deposit that pro- 
vides greater protection against inflation. This reduction in risk may be of even 
greater importance than the tax savings to older individuals who depend on 
interest income to support themselves during retirement. 


8. Summary and Conclusion 


This paper has reviewed the nature of tax distortions induced by inflation and 
the implications of inflation for access to financing for small businesses and 
home buyers. While the income tax system recognizes the interaction of inflation 
and the tax system, both by the indexing of exemptions and tax-bracket limits 
and also through a number of ad hoc provisions, there remains the need to cor- 
rect the mismeasurement of investment income and business income that 
occurs during an inflationary period. 


While comprehensive corrections for all the tax-related effects of inflation are 
not feasible at the present time, the paper outlines two initiatives for limited 
indexation. The proposal for indexed term deposit certificates would create a 
source of funds that would be available to new home buyers, small businesses 
and farmers and fishermen at lower interest rates. It would also provide to 
retired individuals and other Canadian savers a greater assurance against the 
erosion of the real value of their accumulated savings by inflation. The proposed 
Registered Shareholder Investment Plan would ensure that capital gains on pub- 
licly-traded common shares of Canadian corporation are taxable only to the 
extent they exceed the rate of inflation. This would make it more attractive for 
individual Canadians to invest in shares of Canadian corporations and provide 
more risk capital for business expansion. 


The recent Green Paper on the Budget Process indicated the desirability of the 
Minister of Finance issuing discussion papers from time to time on important tax 
issues and proposals under consideration. The major purpose of this paper is to 
elicit comments on the two proposals for limited indexation that have been pre- 
sented. While the government welcomes comments and public response on all 
aspects of the proposal, the following issues appear to be of particular interest: 


1. the desirability of providing selective corrections for inflation in the tax 
system at the risk of introducing some new economic distortions into the 
system; 


2. the desirability of restricting the use of funds from indexed term deposit 
certificates to lower interest costs to new home buyers, small busi- 
nesses, and farmers and fishermen; 


3. the types of financial institutions that should be eligible to provide the 
indexed term deposit certificates and make the indexed loans to eligible 
borrowers; 


4. the design features that might be built into the indexed loans to enhance 
their safety and acceptability for borrowers and lenders, including the 
amortization period of mortgages and loans, conditions for renegotiation 
and renewal, the extent to which repayments are indexed, loan-to-value 
ratios, and initial gross debt service ratios; 
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10. 


- administrative difficulties that could affect the implementation of the pro- 


posals; 


_ the desirability of broadening the list of eligible borrowers, recognizing 


that while allowing a broader group to qualify reduces distortions, it 
would reduce the interest rate advantage that would likely find its way to 
the eligible borrowers and would increase revenue costs to the govern- 
ment; 


the desirability of providing an indexing adjustment in respect of capital 
gains on publicly-traded common shares of taxable Canadian corpora- 
tions, given that it is not currently feasible to extend it to capital gains on 
other properties; 


. the agents that would be eligible to administer Registered Shareholder 


Investment Plans; 
the effects of the proposals on existing financial markets; and 
the economic and financial effects of the proposals on interest rates, the 


level of savings, activity in the housing industry and on business invest- 
ment. 
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